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11.  (SBU)  Summary:  The  Cabinet  will  meet  on  May  23  to  finalize 
fuel  price  increase  and  related  pro-poor  social  spending 
plans,  according  to  press  reports.  Although  the  Government 
of  Indonesia  (GOI)  has  not  proposed  any  specific 
implementation  date  for  these  proposals,  officials  have 
stated  that  the  anticipated  fuel  price  increase  would  average 
25-30%  and  the  pro-poor  spending  would  total  Rp  40  trillion 
($444  million).  With  world  oil  prices  soaring,  the  decision 
to  increase  the  fuel  price  reflects  concerns  that  the  subsidy 
bill  will  exceed  25%  of  the  state  budget  this  year  if  the  GOI 
does  not  increase  the  price  of  subsidized  fuel.  The  current 
GOI  plan  would  offset  short-term  budget  concerns  but  leave 
the  GOI  finances  vulnerable  to  further  rises  in  global  oil 
prices.  A fuel  price  increase  would  exacerbate  inflation  and 
is  expected  to  slow  GDP  growth  this  year.  The  GOI  is  set  to 
implement  a series  of  pro-poor  programs  to  offset  the  impact 
of  rising  fuel  prices,  including  a cash  transfer  program  for 
19.1  million  poor  households.  While  a similar  cash  transfer 
program  eased  concerns  after  the  2005  fuel  price  hike,  the 
current  subsidy  reduction  comes  amid  rising  food  prices  that 
have  already  strained  household  budgets.  End  Summary. 

Government  Fuel  Price  Hike  Imminent 


^2.  (SBU)  The  Indonesian  cabinet  is  set  to  meet  on  May  23  to 
finalize  the  details  of  the  planned  increase  in  subsidized 
fuel  prices  and  pro-poor  social  spending.  The  date  for 
actually  implementing  the  fuel  price  hike  remains  unknown, 
although  the  press  and  numerous  contacts  believe  it  will 
occur  in  late  May  or  early  June.  The  projected  2008  budget 
would  result  in  a Rp  125.3  trillion ($ 13 . 9 billion;  Rp 
9,000/USD)  deficit  --  2.9%  of  GDP  — if  there  was  no  fuel 


price  increase  and  the  government  oil  estimate  of  $110  per 
barrel  is  accurate  (ref  B).  Using  the  same  assumptions,  the 
total  fuel  and  energy  subsidy  expenditure  would  reach  Rp  265 
trillion  ($29.4  billion)  this  year  or  almost  25%  of  the 
budget,  according  to  GOI  officials.  The  proposed  average 
fuel  price  hike  of  28.7%  would  reduce  the  fuel  and 
electricity  subsidy  bill  to  Rp  201  trillion  ($22.3  billion). 
GOI  officials  repeatedly  highlight  the  regressive  nature  of 
the  fuel  subsidy  regime  in  an  effort  to  align  the  policy  with 
pro-poor  programs;  the  top  40%  of  the  population  receive  66% 
of  the  benefit  of  subsidized  fuel  prices  whereas  the  poorest 
40%  receive  only  18%  of  the  benefit,  according  to  government 
contacts.  The  GOI  plan  would  offset  current  budget  concerns 
but  leave  the  budget  vulnerable  to  further  rises  in  global 
oil  prices.  The  plan  increases  the  price  cap  on  subsidized 
fuel,  but  fails  to  introduce  a market-based  price. 

Fuel  Price  Increase  Will  Exacerbate  Inflation 


J.3 . (SBU)  The  proposed  reduction  in  fuel  price  subsidies  would 
exacerbate  inflation,  which  had  already  reached  9.0%  in  April 
due  to  rising  food  costs.  The  GOI  estimates  that  inflation 
would  rise  to  11.2%,  significantly  higher  than  the  current 
6.5%  projection,  in  response  to  the  subsidy  reduction. 

Market  analysts  expect  inflation  to  rise  to  11-15%  this  year 
if  the  GOI  increases  the  price  of  subsidized  fuel  by  25-30% 
and  global  commodity  prices  remain  high.  Most  analysts  expect 
the  central  bank  to  respond  by  raising  interest  rates  by  as 
much  as  100-200  basis  points  by  the  end  of  the  year,  although 
political  pressure  to  limit  the  impact  of  higher  interest 
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rates  on  economic  growth  will  be  strong  in  advance  of  the 
election  (ref  D) . Aggressive  monetary  tightening  this  year 
will  slow  growth  prospects  in  2008  and  into  2009.  The 
official  economic  growth  estimate  for  2008  would  slip  to  6.0% 
after  the  proposed  fuel  price  hike,  down  from  the  current 
6.5%  projection,  according  to  the  GOI. 

Cash  Transfer  Program  Ready  for  Implementation 


1L4  . (SBU)  The  GOI  plans  on  allocating  Rp  40  trillion  ($4.4 
billion)  of  the  fuel  subsidy  savings  for  pro-poor  social 
programs,  according  to  press  reports.  Within  this  plan,  the 
GOI  is  set  to  implement  a cash  transfer  program  for  poor 
households  to  offset  the  impact  of  rising  fuel  prices,  aiding 
Indonesia's  poorest  families  but  leaving  the  near  poor  and 
lower  middle  class  vulnerable.  The  proposed  cash  transfer 
program  would  provide  19.1  million  poor  households  (an 
estimated  76.4  million  people)  with  Rp  100,000  ($11)  per 
month  for  seven  months  beginning  in  June.  The  program  would 
cost  Rp  14.2  trillion  ($1.6  billion),  according  to  GOI 
estimates.  Finance  Minister  Sri  Mulyani  Indrawati  said  that 
the  GOI  would  also  propose  to  include  this  cash  transfer 
program  in  next  year's  budget,  according  to  press  reports. 
While  a similar  cash  transfer  program  eased  concerns  about 
the  2005  fuel  price  hike,  the  current  subsidy  reduction  comes 
in  the  wake  of  rising  food  prices  that  have  already  strained 
household  budgets.  The  estimated  25  million  people  that  live 
near  the  poverty  line  but  do  not  qualify  for  the  cash 
transfer  program  have  already  faced  household  budget  pressure 
from  rising  food  prices  and  are  likely  to  feel  the  largest 
impact  of  the  fuel  price  hike.  The  Indonesian  National 
Police  are  concerned  that  the  fuel  price  hike  will  lead  to 
larger,  more  raucous  demonstrations  throughout  the  country 
but  they  do  not  think  the  demonstrations  will  cause  serious 
problems . 
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